
This is a digital copy of a book that was preserved for generations on library shelves before it was carefully scanned by Google as part of a project 
to make the world's books discoverable online. 

It has survived long enough for the copyright to expire and the book to enter the public domain. A public domain book is one that was never subject 
to copyright or whose legal copyright term has expired. Whether a book is in the public domain may vary country to country. Public domain books 
are our gateways to the past, representing a wealth of history, culture and knowledge that's often difficult to discover. 

Marks, notations and other marginalia present in the original volume will appear in this file - a reminder of this book's long journey from the 
publisher to a library and finally to you. 

Usage guidelines 

Google is proud to partner with libraries to digitize public domain materials and make them widely accessible. Public domain books belong to the 
public and we are merely their custodians. Nevertheless, this work is expensive, so in order to keep providing this resource, we have taken steps to 
prevent abuse by commercial parties, including placing technical restrictions on automated querying. 

We also ask that you: 

+ Make non-commercial use of the files We designed Google Book Search for use by individuals, and we request that you use these files for 
personal, non-commercial purposes. 

+ Refrain from automated querying Do not send automated queries of any sort to Google's system: If you are conducting research on machine 
translation, optical character recognition or other areas where access to a large amount of text is helpful, please contact us. We encourage the 
use of public domain materials for these purposes and may be able to help. 

+ Maintain attribution The Google "watermark" you see on each file is essential for informing people about this project and helping them find 
additional materials through Google Book Search. Please do not remove it. 

+ Keep it legal Whatever your use, remember that you are responsible for ensuring that what you are doing is legal. Do not assume that just 
because we believe a book is in the public domain for users in the United States, that the work is also in the public domain for users in other 
countries. Whether a book is still in copyright varies from country to country, and we can't offer guidance on whether any specific use of 
any specific book is allowed. Please do not assume that a book's appearance in Google Book Search means it can be used in any manner 
anywhere in the world. Copyright infringement liability can be quite severe. 

About Google Book Search 

Google's mission is to organize the world's information and to make it universally accessible and useful. Google Book Search helps readers 
discover the world's books while helping authors and publishers reach new audiences. You can search through the full text of this book on the web 

at http : //books . google . com/| 



Digitized by CjOOQIC 



This book was donated by the family of the 
late George H. Kimball Sr., through the Oakland 
County Engineering Society, to the University 
of Michigan for the furtherance of Ejigineering 
Friiiitini >. 



December, 1936 



Digitized by LnOOQ iC 



WB 
'•7A5- 



•"^6 



"•IH 



nzi 



Digitized by CjOOQIC 



Digitized by CjOOQIC 



ECONOMICS 
FOR EXECUTIVES 



A SERIES OF TWENTY -FOUR 
READING TEXTS WHICH CONSTI- 
TUTE AN INTERPRETATION OF 
THE UNDERLYING PRINCIPLES 
OF ECONOMICS AND BUSINESS 
FOR MEN AND WOMEN IN 
PRACTICAL LIFE 



EDITED BY 

GEORGE E^ROBERTS 



AMERICAN CHAMBER OF ECONOMICS 

mOORPOKATBD 
NEW YORK 



Digitized by LnOOQ iC 



Digitized by CjOOQIC 



READING TEXT XI — ECONOMICS FOR BXECUTIVBS 

THE DETERMINATION 
OF PRICES 



EDITED BY 

GEORGE E. ROBERTS 



AMERICAN CHAMBER OF ECONOMICS 

XNGORPORATBD 
NEW YORK 



Digitized by CjOOQIC 



Copyright, 1933, by 

American Chamber of Economics 

incorporated 

Copyrighted in Great Britain, 1932, by 

American Chamber of Economics 

incorporated 

All Rights Reserved 



Digitized by CjOOQIC 



^7 



V 






CONTENTS 

I Introduction 7 

II Principles Governing Prices ... 10 

in Instances of Price Determination . 34 

IV MoNOPousTic Control Over Prices . 45 

V Government Control Over Rates . 48 

VI Summary and Conclusion ... 55 



Digitized by CjOOQIC 



Digitized by LnOOQ iC 



The Determination of 
Prices 

I 

Introduction 

THE popular idea that the price of 
anything is determined by the so- 
called "law of supply and demand'' 
affords a natural starting point for our pres- 
ent study, because the very popularity of the 
idea indicates a common disposition to be- 
lieve that prices are not determined arbi- 
trarily. The clear implication of the popular 
belief is that the determination of prices 
takes place in some regular way, in accord 
with definite laws or principles. Our pur- 
pose in the present study-unit is to consider 
what is known about these principles and to 
observe what application to business and to 
public aflFairs can be made of this knowledge. 

Only a Starting Point 

But the popular understanding of "the 
law of supply and demand" gives us only a 
starting point, partly because it is so vague 
and partly because it is so superficial. Its 
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vagueness can be illustrated by asking a few 
simple questions. Does the ''demand" for 
any article, for instance, mean the general 
desire to own it, which may be very strong 
and widespread, like that for automobiles, or 
does it mean the power to buy the article? 
The latter is obviously a very different mat- 
ter from the former. 

Or is the "demand" for a thing the 
quantity of it that is actually bought during 
a given time? All of the meanings sug- 
gested by these questions, and many other 
meanings as well, are confused with one 
another in the popular mind. Before we can 
make much headway in understanding prices 
we must clear up some of this confusion. 

JVhat are the Real Forces? 

Then there is a remarkable superficiality 
about the common explanation of prices by 
mere reference to "slupply and demand." 
This procedure is like explaining a man's 
business success by attributing it to ''industry 
and thrift." For neither the supply of an 
article, nor the demand for it, is self-deter- 
mined; it has causes lying back of it, just as 
there are reasons lying back of the industry 
or the thrift of a person. These underljring 
causes of price determination are what we 
really want to know. 

We shall accordingly begin this study-unit 
8 
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THE DETERMINATION OF PRICES 

by subjecting both the idea of supply and the 
idea of demand to careful analysis. This 
procedure will show that the determination 
of prices is no simple matter, such as can 
be explained by reference to a single prin- 
ciple, but is a very complex matter, requiring 
for its understanding a knowledge of several 
principles. Some of these will be seen to be 
much more fundamental in their application 
than are others. Both the number of dif- 
ferent factors that have to be taken into 
account and the way in which their workings 
act and react upon one another will be 
brought out by a series of concrete examples. 

Standard Method Followed 

We shall also follow the standard method 
of all economists in treating first the price- 
making principles which prevail when busi- 
ness is privately conducted and is keenly 
competitive, and when prices are conse- 
quently subject neither to monopolistic influ- 
ence nor to government regulation. The 
effect upon prices of both monopolistic con- 
trol and government regulation will then be 
taken up for special consideration by them- 
selves. In the course of the entire discus- 
sion, it is believed, considerable light will be 
thrown on that perplexing question, "What 
is a *fair' price?" Few questions are being 
more generally thought about and discussed. 
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ECONOMICS FOR EXECUTIVES 
II 

Principles Governing Prices 

Both "supply" and "demand" are quan* 
tities, which are themselves determined by 
basic forces. The demand for anything 
should not be regarded as synonymous with 
the desire for it, because desire must be 
backed by purchasing power and must be ex- 
pressed in actual offers to buy. Neither is 
the supply of anything the whole quantity or 
stock of it in existence ; any part of the stock 
which is not for sale at all is evidently no 
part of the supply, and any part held by its 
owners at unreasonable figures is at best but 
part of the potential and not of the actual 
supply. 

Primary Function of Price Changes 

Both the amount of anything which Is 
offered for sale and the amount which buyers 
stand ready to take, depend, among other 
things, upon the price. Thus it can safely 
be assumed, that as a rule, more will be 
offered for sale as the price rises and that 
less will be offered as the price falls. The 
amount in demand, on the other hand, is 
likely to be increased by a fall in price and to 
be diminished by a rise in price. 

ID 
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THE DETERMINATION OF PRICES 

Since changes in price affect the volumes 
of "supply" and "demand" in opposite ways, 
it follows that at some price the two can be 
made equal. The primary function of price 
changes, therefore, is to equate the amount 
supplied and the amount demanded, or, in 
other words, to "dear the market." The 
price which will dear the market is often 
called the "equilibrium" price, and the ten- 
dency of the market forces to establish it is 
called the law of single price. 

It should be borne in mind that in the 
above discussion we are referring to com- 
petitive markets. A monopolist can of 
course charge different prices to different 
buyers. Price-making in monopolized mar- 
kets will be discussed in a later section of 
this study-unit. 

Price-Making Illustrated 

A simple illustration of how prices are 
determined under freely competitive condi- 
tions was had in the operations of a market 
which existed in Chicago prior to the organi- 
zation of the Federal Reserve System. This 
was the market for drafts drawn on New 
York. It consisted simply of one man, a 
telephone, a pad, and a pencil. Each morn- 
ing local banks which had a surplus of funds 
in New York would telephone to this man 
the supply of drafts which they were willing 
II 
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to sell at certain rates; other banks would 
telephone to him the rates that they were 
willing to pay for the drafts. When the 
information was all on the pad, the man in 
charge would set a price that would ''dear 
the market." 

A price which clears the market does not 
necessarily mean a price that satisfies every- 
body. In the case cited, for instance, there 
were naturally some banks on both sides 
which had to be disappointed because their 
selling offers were too high, or their buying 
offers were too low. Such an outcome is a 
natural consequence of all commercial price- 
making. 

A Truly Competitive Market 

Here was a market in which there were 
no wildly gesticulating traders in competi- 
tion with one another and yet it was a truly 
competitive market because the information 
concerning demand and supply which was 
furnished by the banks made it possible to 
set a price which struck a balance between 
offers and bids. 

It is important to have clearly in mind 
that the law of single price relates to a 
market situation only as it exists at any one 
particular time. It simply says that at that 
time the correlation of demand and supply 
requires the determination of a certain price 

12 



Digitized by LnOOQ iC 



THE DETERMINATION OF PRICES 

that will for the time being dear the market. 
But the market situation is always changing, 
if not from day to day, then at least from 
year to year, and the price changes accord- 
ingly. The next step in our study, there- 
fore, is the examination of the factors which 
cause prices to change. This consideration 
will be especially pertinent to business men 
because it will suggest how impending 
changes are anticipated, and how their di- 
rection and extent can, in some measure, be 
ascertained. 

Prices Ovei- a Period of Time 

Fluctuations in prices from moment to 
moment or from day to day are uncommon 
except on the organized exchanges, such as 
the grain exchange and the cotton exchange, 
and are not of sufficient regularity to suggest 
that they conform to any ascertainable prin- 
ciple or law. Consequently, neither econo- 
mists nor the general run of business men 
have felt called upon to devote scientific 
study to them. 

But fluctuations extending over longer 
periods, such as a few months, are found in 
markets for almost all kinds of commodities. 
These markets sometimes show an upward 
trend or a downward trend over a long 
period of years. Such movements are not 
only of great consequence in a business way, 

13 
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but are also capable of scientific explanation. 
They register the operation of forces of such 
persistent character that these forces can be 
observed and analyzed, and their effects can 
consequently be traced with some assurance. 
In order to understand how these forces 
work we must give attention to economic 
principles more fundamental than the law 
of single price. To some of these reference 
has already been made in earlier study-units, 
but we shall now consider them more fully. 
We shall examine first the supply side of 
the market, noting how these long-time 
forces operate upon the market from that 
side and how they combine with one another 
to exert an influence upon the price. Fol- 
lowing this we shall make a similar exam- 
ination of the factors affecting the demand 
side of the market. 

The Cost Principle 

One of the foremost principles affecting 
prices from the long-time point of view is 
that the price of a commodity year in and 
year out depends most of all upon the cost of 
production. This is a matter of common 
knowledge and proof of it is to be found on 
every hand. It is based on the simple cir- 
cumstance that business men will not long 
overlook opportunities for profit in cases 
where prices are much above cost, nor will 
14 
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men long continue in lines of business where 
the proceeds of operations produce a deficit. 
There is a tendency, therefore, for the sup- 
ply of articles whose price is substantially 
above cost to be increased, and this in turn 
tends to reduce the price until it approaches 
cost. Conversely, there is a tendency for the 
supply of articles whose price is near or 
below cost to diminish until the price rises 
above cost. Freedom of enterprise and free- 
dom of competition, organized as they are 
through the different price calculations de- 
scribed in our discussion of the system of 
prices in the preceding study-unit, are the out- 
standing circumstances which give validity to 
this law. It is commonly referred to as the 
"cost principle" or the "law of normal com- 
petitive price." We should note carefully 
that the way in which cost affects price is 
not direct, but only indirect, through the 
bearing which cost has on supply. 

The Meaning of ''Cosf* 

We have been using the term "cost" in 
the ordinary commercial sense of money ex- 
penses, but the cost principle carries also a 
deeper meaning, with "cost" referring to the 
technical and physical requirements of pro- 
duction. A given quantity of finished prod- 
uct requires the use of certain amounts of 
raw material, labor, and equipment, and the 

15 
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money cost of the finished product depends 
upon the amounts of these items used, as 
well as upon their prices. These physical 
requirements are themselves referred to as 
the "real" costs. 

Thus, for example, under present methods 
of feeding hogs in the corn belt, it requires 
approximately eleven bushels of corn to add 
one hundred pounds to the weight of a hog. 
This is a basic requirement that is fixed by 
physical conditions ; it may change, but mere 
changes in the price of corn do not affect it. 
The "normal price" of one hundred pounds 
of hog, therefore, according to the cost prin- 
ciple, should be high enough to cover the 
expense of feeding eleven bushels of corn. 

Comparison of the prices which have ac- 
tually prevailed for hogs and for corn from 
the time of the Civil War, illustrates the 
working of the principle. The average of 
hog prices and corn prices in the Chicago 
market, when taken by ten year periods, 
shows that in spite of wide fluctuations the 
ratio of 1 1 to I has remained fairly uniform. 
Thus during the decade 1870 to 1879, the 
average price of corn per bushel was 49 
cents and the price of hogs per hundred- 
weight was $5.51, thus making 11. 2 bushels 
of corn equal in value to a hundredweight 
of hogs. Between 1910 and 1919 the aver- 
age prices were at a different level. Corn 
16 
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sold at 96 cents a bushel and hogs at $10.73 
per hundredweight. But agaiti the corn- 
hog ratio was 11. 2. 

The cause for this stability in the ratio is 
that "it represents the reward necessary to 
keep enough farmers producing hogs to sat- 
isfy the consuming demand, year in and year 
out." ^ 

Pig-Iron an Illustration 

In a similar way the money costs of manu- 
facturing pig-iron are dependent upon indus- 
trial and technical conditions of which the 
money costs are a representative reflection. 
It requires approximately two tons of ore, 
one ton of coke, and a quarter of a ton of 
limestone to make one ton of pig-iron. Into 
the modern blast furnace, ninety feet high 
and with a daily output of 400 tons of pig- 
iron, are fed 800 tons of ore, 400 tons of 
coke, and 100 tons of limestone every twenty- 
four hours. The introduction of mechanical 
methods for the handling of this enormous 
tonnage of material has led to great savings 
in the real cost of production, and conse- 
quently in the money cost as well. The chief 
factor now determining the expenses is the 
price of the raw materials. The direct labor 

1 Agricultural Prices, by Henry A. Wallace, copyright, 
1920. In this book the "ratio method'' is also applied to 
other agricultural products. 
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at the blast furnace has come to be a com- 
paratively small item, ranging from 6 per 
cent to lo per cent of the total. In addition 
to this, there are fixed charges, such as in- 
terest and overhead expenses. These money 
items measure the requirements in materials, 
labor, and equipment necessary to produce 
pig-iron; consequently changes in these re- 
quirements, in the long run, determine the 
budget of money expenses, and therefore 
determine the price. 

What the Principle Means 

The daily fluctuation of expense in pro- 
ducing any product will not correspond ex- 
actly with the long-time costs of production, 
nor will the day-to-day price of the product 
correspond with the long-time cost. What 
the cost principle means, then, is that on the 
long average, and under competitive condi- 
tions, the prices of commodities tend to coin- 
cide with their cost of production. This 
cost, of course, includes a reasonable profit 
for the same reason that it includes other 
items, namely, because enterprise, as ex- 
plained in earlier study-units, is both neces- 
sary and scarce. 

The price pertaining to a commodity over 

a long period is not necessarily a stable price, 

as is shown by the illustrations given above, 

but is rather a price which reflects changes 

i8 
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in the underlying technical conditions of pro* 
duction. When the supply can be produced 
only with increasing difficulties, the cost, and 
consequently the price, will rise to express 
that fact; when the supply can be placed on 
the market at less expense, as happens when 
there is an introduction of industrial im- 
provements, the cost, and likewise the price, 
will decrease accordingly. Under competi- 
tive conditions a price cannot long be main- 
tained which ignores changes in the physical 
conditions of production. 

A ''Normal" Price 

This long-time point of view with refer- 
ence to the price of a product is one which 
regards industry as a going concern. A price 
looked at from this view-point is commonly 
termed a "normal" price. It is consequently 
not to be considered as one which has pre- 
vailed at any particular time or under any 
particular set of conditions, but as one which 
will continuously bring to the market the 
quantities of goods required. That price is 
"normal" which, in view of the necessary 
costs, will effectively accomplish this result. 

Before the cost principle can be applied to 
actual conditions, account must be taken of 
one very important fact, — ^there is a great 
diversity of costs between the producers 
within almost every industry. Some pro- 
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ducers have higher costs, others have lower 
ones, partly on account of differences in phys- 
ical conditions, such as nearness to raw mate- 
rials and the like, and partly on account of 
differences in managerial capacity. When 
there are many different costs, which of these 
costs is it that must be covered by the price ? 

Whose Costs Determine Prices? 

Here is a question that is most puz- 
zling. It is one which gives great difficulty 
both to professional economists and also to 
men of affairs. Failure to answer it cor- 
rectly underlies a large part of the discus- 
sion of "unfair" prices and an even larger 
part of the miscalculation that leads to the 
failure of individual business concerns. We 
must therefore give this question very care-' 
ful consideration. 

The problem of determining which of 
several costs should be considered decisive 
arose when the government undertook to 
fix the prices of certain basic materials dur- 
ing the war. The experience in fixing the 
price of copper will show how the question 
was answered and will reveal the economic 
principle involved. 

Setting the Price of Copper 

First of all, it was necessary to gather the 
information concerning the costs of produc- 
20 
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ing copper. This showed that for the eighty- 
five companies engaged in copper produc- 
tion, the cost ranged from about lo cents a 
pound to over 30 cents a pound. It also 
showed the quantity of copper produced in 
19 1 8 at each of the different rates of cost 
per pound. This information is contained 
in the table on the following page. 

As shown in the table, almost half of the 
copper produced, amounting to more than 
1,000,000,000 pounds, was produced at less 
than 16 cents; about 85 per cent of the 
output was produced at less than 20 cents ; a 
little over 2 per cent cost more than 26 
cents per pound. The average cost of pro- 
ducing copper, taking the companies alto- 
gether, was a little over 16 cents. In view 
of these costs, where should the price be 
fixed? 

The Guiding Factor 

The guiding factor in determining the 
price was the necessity of maintaining output. 
The war requirements for copper were enor- 
mous. It was estimated that during 19 17 
the government took 93 per cent of the total 
output of copper for war purposes. It was 
therefore necessary that the price be one 
that would secure the necessary production. 
An average price of 16 cents, in view of the 
differences in costs, would insure only 69 per 
21 
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cent of the total production possible. Since 
the output of many of the high-cost produc- 
ers was needed to carry out the war pro- 
gram, it was necessary to make a price which 
would also cover their costs of production. 
An agreement between the government 
and representatives of the copper industry 
resulted in a price of 23.5 cents a pound, 
which was continued until the middle of 
19 1 8. This price did not secure, of course, 
the production of the 60,000,000 pounds or 
more that could be produced only at 24 
cents or over. During the last half of the 
year when the pressure for war materials 
increased, the price was raised to 26 cents. 
This price secured the maximum output of 
copper. 

The ''Marginal Producers'* 

Some of the high-cost producers are some- 
times called "marginal producers." In the 
above illustration, the 23.5-cent producers 
were marginal for a time; later the 26-cent 
producers were marginal. Marginal pro- 
ducers are "on the margin" because at a 
lower price they could not afford to produce ; 
they are on the verge of dropping their pro- 
duction should there be any decline in price. 
Their cost of production is "marginal cost," 
and it is this "marginal cost" which tends to 
coincide with price. 

23 



Digitized by LnOOQ iC 



ECONOMICS FOR EXECUTIVES 

The idea of marginal cost plays so prom- 
inent a part in all economic reasoning on 
matters of price, and is so commonly over- 
looked by the public, that its meaning should 
be carefully noted. It is not the highest 
cost, nor the lowest, nor the average, nor 
any other cost that can be ascertained by 
mere examination of a table of costs. Its 
location is determined by the amount of 
product needed, or actually in demand, and 
the demand, in turn, depends upon the price. 
We shall give special consideration to de- 
mand at a later point in our discussion. 
What we have already said, however, will 
indicate the absurdity of those frequent pop- 
ular attempts to prove that the price of 
something, as for instance cotton, should be 
as high as the cost of the least favored 
producer, or as low as the cost to the most 
favored one, or perhaps equal to the average 
cost of all producers. Such reasoning is 
altogether meaningless. 

Three Classes of Commodities 

All industries can be divided into three 
classes on the basis of conditions which 
determine their costs, a classification which 
we shall now develop. Since the resources 
of nature are limited, increased demands on 
the primary industries, for example, as rep- 
resented by growth in population, tend to 

24 
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increase the marginal costs, with a resulting 
increase in the normal price. This condition 
was made plain in the study-unit on "The 
Primary Industries," which, we showed, op- 
erate under the law of increasing cost. 
Primary products, therefore, fall into the 
first of the three groups in our classification. 
They are "increasing cost" products. 

The marginal costs of manufactured 
goods, however, have an opposite tendency 
from primary products because increasing 
public demand enables producers to resort 
to large-scale methods, which are oftentimes 
more economical. These industries, we 
noted in the study-unit "Manufacturing," op- 
erate under the law of diminishing cost, so 
that as demand for them increases, prices 
tend downward. Such products, as a class, 
may be termed "diminishing cost" products. 

It can now be seen how superficial is the 
popular assumption that an increase in de- 
mand for any product will necessarily tend 
to raise its price, and that a decrease will 
tend naturally to lower it. This is not true 
of many manufactured products, except only 
for such brief periods of time as give no 
opportunity for production to be increased 
or decreased. 

A Significant Difference 
Recognition of this difference between the 

25 
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conditions of production in the fields of the 
jirimary industries and of manufacturing Is of 
large consequence both to business men and 
the whole community. To business men it 
suggests that the possibilities of large profit 
are to be found chiefly along lines subject 
to the law of diminishing cost, and would 
suggest to society that there is much to be 
gained by directing consumption toward 
those commodities which can be produced 
under the conditions described by this law. 
The use of wood and coal for fuel and for 
producing power, for example, since they 
make heavy demands upon industries which 
are handicapped by the law of increasing 
cost, may well give way in many sections to 
the use of electricity obtainable from hy- 
draulic power stations, which often operate 
under the law of diminishing cost. 

Recognition of this same difference also 
contains a significant suggestion for public 
policy, namely, that obstacles should not be 
thrown In the way of large-scale produc- 
tion where such production would result In 
the lowering of unit costs and consequent- 
ly In supplying more goods at lower prices. 
That monopoly may sometimes result from 
this policy should not be considered as In- 
validating It; It merely implies the necessity 
of public safeguards against possible abuses 
of monopoly powers. 

26 
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In the field of transportation, especially, 
where the law of diminishing cost finds its 
most perfect illustration, the absurdity and 
waste of attempting to enforce competition 
is most obvious, as has been demonstrated 
in a preceding study-unit A fundamental 
principle of price-making is now seen to be 
at the very foundation of that demonstration. 

The Law of Constant Cost 

Not all conunodities, however, fall within 
the two classes above suggested, namely, 
those governed by the law of diminishing 
cost, and those governed by the law of in- 
creasing cost. There is a third dass which 
falls under what is technically known as the 
la"^ of constant cost, and this class includes 
certain hand-made articles and machine-made 
commodities. Cigars, where made by hand, 
are conunonly cited as an illustration of this 
principle, for it is said that the cost of such 
cigars per hundred would be no less even 
though the demand should run into the mil- 
lions. Certain machine-made commodities, 
like adding machines, are also cited as ex- 
amples, because the demand for these ar- 
ticles has already led to such an expansion of 
the industry that notable increases in demand 
would probably be met merely by adding 
plants of the same size, character, and pro- 
duction costs as those already in existence. 
27 
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The determining principle involved is the 
one to which attention has already been 
directed in an earlier study-unit, namely, 
that there are limits to the economy of large- 
scale production, and that when these limits 
have once been reached, costs of production 
cannot be diminished by an increased scale 
of operations. In many cases of this char- 
acter the expansion of demand tends neither 
to increase price nor to lower it, but to 
leave it substantially the same. There is 
reason for believing that both transporta- 
tion and manufacturing, after they have 
passed through the developmental stage of 
diminishing cost, are likely to come to thia 
stage of constant cost. 

A Fundamental Classification 

Recognition of the three classes into which 
commodities may be divided, on the basis of 
conditions determining their costs, is of 
fundamental importance in connection with 
every attempt to forecast the movement of 
prices. It also has a vital bearing on tax 
proposals, like a tariff duty, or an excise tax, 
such as the one levied on tobacco. The 
effects of such a tax can be ascertained only 
by first determining whether the article in 
question is in the constant cost class, the in- 
creasing cost class, or the diminishing cost 
class. A special reason for noting this point 
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here is the bearing which it will have on 
some of the questions of taxation which we 
shall consider in a later study-unit. 

The conclusion so far reached is that, in 
those industries where increased production 
can be secured only at higher cost per unit, 
prices must be high enough to cover the cost 
of the final unit furnished by the marginal 
producers. This does not explain the day- 
to-day fluctuations in the market prices, but 
it does explain the prices which prevail in the 
long run. Over a period of years and under 
competitive conditions, price tends to coin- 
cide with the marginal costs of production. 

The Demand Side 

When we pass from the supply to the de- 
mand side of the market, we find a counter- 
part of the marginal producer — the margin- 
al buyer. He, too, is on the verge of leaving 
the market; a rise of price will serve to drive 
him out. 

There is a tendency for the price to coin- 
cide with the bid of this marginal buyer, just 
as there is for it to agree with the costs of 
the marginal producer. If the quantity pro- 
duced is to be sold under competitive condi- 
tions, the price must be low enough to sell 
the last unit to the marginal buyer. 

This reasoning about margins, though it 
may appear unreal, is at least free from the 
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fallacy of averages. Only by this logic can 
one avoid the common error of reasoning 
about the average man with an average 
want. The average want is of no more 
consequence in price determination than is 
the average cost of production. Goods must 
be sold to men who have a variety of tastes 
and various degrees of spending power. 

It is for this reason that goods are adapted 
in price and quality to consumers' tastes 
and pocketbooks. Clothes, shoes, furniture, 
magazines, jewelry, and other similar prod- 
ucts are manufactured in different grades, 
each aimed at a particular level of want and 
buying power. This gradation and scale is 
an essential feature of the demand, which 
is lost when reduced to an average. 

Characteristics of Demand 

Demands, of course, are not always ra- 
tional. They reflect the customary stand- 
ards of expenditure of the group to which 
the consumer belongs. They are influenced 
also by suggestion. The advertiser, with a 
shrewd insight into the psychology of the 
buying public, stimulates desire and draws 
the demand in that direction. In fact, the 
purchaser is subject to such a variety of in- 
fluences (among them fashion, habit, sug- 
gestion, imitation) that he seldom knows 
the reasons for his choice of goods. 
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The unreasoning character of demand 
isometimes results in a panic among buyers, 
beginning in rumors of scarcity and ending 
in an upset of prices. Such was the situa- 
tion in the demand for sugar during the 
first months of the World War. American 
consumers, acting without knowledge of the 
large supplies and afraid of the effect of 
foreign purchases, began bidding against one 
another. Some families bought a barrel of 
sugar, which was enough to provide them 
with a pound a day for a year. Within a 
month it became evident that many buyers 
had over-stocked; the demand suddenly 
ceased and prices collapsed. During August, 
19 14, the price of raw sugar doubled, and 
then early in November it came back almost 
to the original price. Later, of course, the 
effect of the war upon sugar prices was felt, 
but this panic contributed nothing toward 
adjusting the price to the war conditions. 

War-Time Occurrences 

Experiences almost parallel to this took 
place during the war in markets where busi- 
ness men bought their materials. Long 
after the productive capacity of industry had 
been reached, when there was no industrial 
slack that could be taken up by rising prices, 
when workmen and equipment were em- 
ployed at full time^ business men continued 
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to bid up prices. Such a demand did not 
serve to allot materials and workmen among 
industries according to their requirements; 
it simply raised the level of prices without 
either increasing the total output or redis- 
tributing it. The abnormal conditions of 
war and the panic of purchasers prevented 
prices from performing their^ normal func- 
tion of economically distributing the scarce 
materials. 

This reference to the unusual conditions 
of war makes clear the effect of demand 
on prices in ordinary times. When the 
machinery of the price system is upset or 
not working smoothly, we become better 
aware of the services it renders under nor- 
mal operation. It is the function of demand, 
working through the market, to determine 
how the materials of industry are to be ap- 
portioned among the various users. 

How Coal is Apportioned 

The users of bituminous coal, for example, 
are ranked every year according to a scheme 
of priority, based on market prices. The 
annual output is rationed under the rules 
of the market. Approximately 33 per cent is 
used in turning the wheels of manufacture; 
30 per cent is used in transportation; 15 per 
cent is used in the manufacture of coke; 16 
per cent is used in heating houses and offices, 
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and 4 per cent is exported. No great auc- 
tion is held where the year's supply of coal 
is parcelled out among its various consum- 
ers, but demand influences prices in such a 
way as to make the allotments. 

The importance of a particular use cannot 
always be determined from the quantity of 
the commodity devoted to that purpose. It 
depends rather upon the insistence and in- 
tensity of the demand and how high the 
particular use ranks in the scale of uses. 
The demand for rubber for hot-water bot- 
tles, for example, calls for only a fraction of 
I per cent of the total rubber consumed. 
But it is not a demand which could be easily 
discouraged by a slight rise in price. The 
demand for rubber for automobile tires, on 
the other hand, although it consumes 70 per 
cent of the crude rubber imported, would suf- 
fer more acutely from an advance in price. 

Supply, Demand, and Price Summarized 

The continuing supply of a commodity is 
dependent upon a price high enough to se- 
cure maintenance of output. Changes in 
the conditions of production, such as im- 
provement in methods, or decrease in natural 
resources, will influence costs, change supply, 
and so influence price. And likewise, changes 
in money expenses, under competitive condi- 
tions, will be reflected in changes in prices. 
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Demand is dependent upon desire, backed 
by dollars. Desires arise from human na- 
ture and are shaped by the customs of man- 
kind. The dollars of the consumer are the 
orders of industry and the market is merely 
a mechanism for conmiunicating these orders 
to business concerns engaged in production. 

Beneath demand. and supply are desires 
and costs. The opposing forces which the 
market measures and adjusts are not "de- 
mand" and "supply," but wants and efforts. 
Human desires always outstrip the means 
of their satisfaction; the things of this world 
are less abundant than the wants of men. 
Cost measures the efforts necessary to in- 
crease supply; the offers of consumers 
measure their desires for goods. The prices 
which result measure the relative importance 
of wants and the relative scarcity of goods, 
and make it possible to practice intelligently 
the necessary economy. 



Ill 

Instances of Price Determination 

Having noted the factors influencing 
prices, we come now to a consideration of 
concrete examples of price determination. 
These will enable us to see how some of the 
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principles we have laid down work them* 
selves out in actual practice. This discus- 
sion will also illustrate the impossibility of 
accounting for all price movements in the 
same way, or by the application of the same 
economic law. We shall, indeed, employ 
examples which can be compared with one 
another in such a way as to show that the 
same general method of interpreting price 
movements gives different results in different 
cases. Sometimes one factor and sometimes 
another will be found to be decisive. 

One word of caution must be sounded. It 
is important to bear in mind that the move- 
ments in the prices of particular commod- 
ities, to which we now propose to give atten- 
tion, have themselves been accompanied by 
changes in the general price level, of which 
consideration is deferred to a later study- 
unit. In examining the changes in the price 
of wheat since 1890, for example, it cannot 
be assumed that the general level of prices 
for all products has remained stationary. In 
fact, it fluctuates greatly, as we shall note. 
We shall merely indicate the general fluctua- 
tions here and confine attention to the in- 
fluences affecting particular commodities. 

The Value of the Dollar 

Changes In the average level of prices for 
all products indicate that the value of the 
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dollar itself is changing. If the dollar itself 
is changing in purchasing power, it follows, 
of course, that the prices of commodities like 
wheat and cotton will reflect the change. 
These commodities are subject not merely 
to the conditions affecting their production 
and use, but also to the monetary and credit 
conditions affecting the value of a dollar, and 
thus the prices of all commodities. Failure 
to realize that the price of every commodity 
is dependent upon the value of the dollar 
(the price level) as well as upon the value 
of the particular conmiodity is often respon- 
sible for mistaken predictions about prices. 
A case in point is that of a "consulting 
economist" who in the middle of 1920 ad- 
vised certain English firms engaged in the 
manufacture of cotton goods, to lay in large 
supplies of raw cotton. He based his recom- 
mendation on a survey of the cotton acreage, 
including the condition of the crop, and the 
available stock of cotton on hand. In view 
of the facts disclosed he felt sure that cotton 
would rise in price. As a matter of fact, 
within the next six months the price of cotton 
not only failed to rise but it fell from 40 
cents a pound to less than 20 cents. During 
the same period the price level also fell 
about 30 per cent. The "expert" had given 
his attention exclusively to the conditions 
directly affecting cotton, and had failed to 
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reckon on such changes as might take place 
in general business conditions. 

General Price Level Important 

In accounting for the prices of particular 
commodities it is necessary, therefore, to 
know what happened to the general level 
of prices. Thus, on the accompanying chart 
which shows the prices of wheat, pig-iron, 
and rubber, there is also a curve indicating 
the change in the general price level. The 
conditions of supply and demand peculiar to 
wheat, pig-iron, and rubber explain only the 
divergence of their prices from the general 
price movement. The causes and conse- 
quences of these general changes in prices 
will be considered later. 

Wheat, PigJron and Rubber 

The three commodities selected as illus- 
trations are representative of different types 
of industrial activity. The production of 
wheat is dependent upon acreage and gen- 
eral crop conditions; its consumption is de- 
pendent upon the amount of wheat bread 
that is used. Pig-iron is a manufactured 
product, the output depending upon the op- 
eration of blast furnaces and the demand de- 
pending upon the fluctuating orders from 
business concerns. Rubber is an imported 
conmiodity. The sources of its production 

37 



Digitized by LnOOQ iC 



ECONOMICS FOR EXECUTIVES 




Digitized by LnOOQ iC 



THE DETERMINATION OF PRICES 

and the uses to which it is put have radically 
changed during the last two decades. 

Factors Afecting Wheat Prices 

Wheat prices are made in a world market 
and their fluctuations reflect the changes in 
the world's supply and demand. The great 
growing areas of the world, such as the 
United States, Canada, Russia, Argentina, 
and India, export annually millions of bushels 
of wheat to the several centers of Europe. 
Prices in Chicago and in Liverpool are deter- 
mined on the basis of world conditions. 
Since the demand for wheat over a period 
of a few years is relatively constant, though 
showing an increasing trend, the chief 
factor governing the price from season to 
season is the size of the crop. Conditions 
which are beyond man's control, such as rain- 
fall and temperature, largely determine the 
yield per acre. These changes in the aver- 
age yield are the chief causes for changes in 
the aggregate production. In view of the 
inflexible character of the demand, the fluctu- 
ations in the world crop have a close relation 
to the year's price of wheat. In general, 
the prices move upward when crops are 
small and downward when crops are large. 
In short, the movements of the price of 
wheat illustrate the principle that price 
changes adjust consumption to production. 
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Over several decades there are influences 
at work modifying both supply and demand. 
When machinery was introduced for plant- 
ing, harvesting, and threshing wheat, costs 
of production were lowered and prices fell. 
The "cost principle" is here seen to have 
been at work. At the lower prices people 
in many parts of the world substituted wheat 
for corn, rye, or rice as their food. 

Iron an Industrial Barometer 

A quite different set of causes are effec- 
tive in determining the price and output of 
pig-iron. Supply is much more flexible. 
The output may be readily reduced when 
prices become unprofitable and increased 
again when prices rise. The demand also 
is sensitive to general business conditions. 
Thus, in each business depression, such as 
occurred in 1894, 1904, 1908, and 19 14, 
prices reached a low point from which they 
rose to new peaks when business revived. 
So quickly do the price and output of pig- 
iron respond to changing conditions of busi- 
ness, that they are commonly regarded as 
good barometers of industrial activity. From 
year to year prices and output advance to- 
gether and fall together. Pittsburgh is 
either prince or pauper. 

The fluctuating character of the demand 
for pig-iron and the fact that the output can 
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more readily be adjusted to demand is the 
cause of differences in the movements of the 
prices of wheat and of pig-iron. The ulti- 
mate consumer of wheat has certain well es- 
tablished habits of eating and so a regular 
demand for bread. Also, changes in output 
cannot be made during the wheat-growing 
year. After the planting, the acreage can- 
not be changed until the next planting time, 
no matter what happens to the price. The 
conditions governing the price and output of 
pig-iron are in marked contrast to those 
that apply to wheat. Buyers of iron and 
steel expect to realize a profit on their in- 
vestment; the steel that goes into buildings 
and bridges must yield satisfactory returns. 
The demand for pig-iron, therefore, is af- 
fected by changes in business confidence, by 
the available supplies of credit, and by the 
general prospect of profits. The output also 
may be modified during the year. Idle fur- 
naces can be brought into operation and new 
ones built, if the demand is sufficiently in- 
sistent to make it profitable. Likewise the 
furnaces can be banked and production can 
be stopped when the demand disappears. 

Movement of Rubber Prices 

The movement of rubber prices during the 
last thirty years has been very different from 
either those of wheat or of pig-iron. During 
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that period, new uses have been found for 
rubber, new sources of production have been 
developed, and prices have reflected these 
changes. 

Prior to 1890 the chief use for rubber had 
been in the manufacture of waterproof gar- 
ments and shoes. But in that year came the 
rapid development of the bicycle industry, 
which created a new demand for rubber for 
making pneumatip tires. The industry was 
gradually adjusting itself to furnish these in- 
creased quantities when the automobile was 
developed and the use of rubber to manu- 
facture automobile tires pushed the demand 
skyward. 

The world's production of crude rubber 
did not keep pace with this new demand and 
prices increased. Between 1904 and 1909 
there was only a slight increase in the supply 
of rubber, while the price increased from 
$1.08 to $1.48 a pound. The larger part 
of this supply came from the forests of Bra- 
zil, where the natives cut paths through the 
jungle and tapped the rubber trees by cutting 
the bark with a knife. Transportation was 
difficult, the climate unwholesome, and the 
methods of gathering rubber were crude and 
wasteful. 

The increasing demand for automobile 
tires maintained the price of rubber at a 
point where it became profitable to introduce 
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new methods of production. Great rubber 
plantations were started in the Malay States 
and the East Indies, where under careful 
cultivation and management the crop was 
gathered in the most economical way. The 
world's production increased and each year 
the portion supplied by the plantations be- 
came a larger percentage of the total. In 
1909 the product of plantations constituted 
5 per cent of the total; five years later it was 
over 50 per cent; and in 1920 it made up 89 
per cent of a total production of 344,000 
tons. 

Increased Production Lowers Prices 

The supply of rubber made available by 
these new methods overtook the demand and 
in spite of the new uses for rubber the price , 
of it declined. By 19 14 the average price 
had fallen to 61 cents a pound. During the 
war, while the general price level rose over 
170 per cent, the price of rubber continued 
to fall. This was partly due to the fact that 
Germany and Russia, both important con- 
sumers of rubber in former years, were out 
of the market. But the chief cause was the 
great increase in production. The rubber 
tree under cultivation apparently increases 
its yield each year and there are now 2,500,- 
000 acres of trees in bearing. 

If rubber remains relatively cheap new 
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uses will doubtless be found for It. The 
demand will expand as these new uses are 
developed and the price will tend to adjust 
itself to a point where the continued produc- 
tion will be profitable. Even in an indus- 
try where such vast changes have occurred 
within the last decade, prices have been suffi- 
ciently flexible to express these changing 
conditions. 

Conclusions 

Our discussion of these three concrete 
examples of the price changes relating to 
wheat, to pig iron, and to rubber, has illus- 
trated the necessity of considering in every 
case both the character of demand and 
the nature of supply. On the supply side, 
furthermore, we have found it necessary to 
inquire into the conditions of production, 
which we have found to be different in 
different cases. The influence of cost of 
production has in every case been evident 
enough when long periods are taken into 
account, but the dependence of the cost upon 
the volume of demand and upon price itself 
has been even more evident. 

On the demand side we have had to 
consider both changes in the wants of con- 
sumers, illustrated especially by the case of 
rubber, and changes in business confidence, 
illustrated especially in the case of pig iron. 
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The conclusion of most practical significance 
to be drawn from this discussion, however, 
is that every price situation must be consid- 
ered broadly so that all factors may be taken 
into account and each given its due weight. 
A knowledge of economic principles will 
help any investigator to make sure that his 
methods are thorough, but it does not, of 
course, take the place of sound judgment. 



IV 
Monopolistic Control Over Prices 

The mechanism of competitive markets, 
which tends to make long-run prices cor- 
respond to costs of production, operates 
successfully only when supply and demand 
are free from interference or manipulation. 
Thus, if the supply is under the control of 
producers who are able and willing to limit 
the output, these producers can also, in some 
measure, control the price. It is important 
to understand the character of this control 
and the limitations which surround it. 

Nature of Monopoly Control 

The control of the market by a monopoly 
depends ordinarily upon its complete com- 
mand of the supply of the conmiodity. In 
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determining its price poliq^y however, the 
nionopoly must still reckon on what may 
happen to the demand. The use of its power 
to increase prices must always be tempered 
by the effect which such an increase would 
have upon sales. There are few commodi- 
ties in the world for which there are no 
substitutes and fewer still which will he used 
in the same quantities when prices become 
exorbitant. Even complete control of the 
supply, therefore, still leaves the consumer 
with alternatives, and the exercise of his 
choice limits the absolute power of a monop- 
oly over prices. 

A monopoly, of course, is interested not 
in high prices, but in large profits. A com- 
plete monopoly, a thing which seldom exists, 
will fix prices with a view to securing the 
largest aggregate from the entire business. 
The most profitable price will almost cer- 
tainly not be the highest, for though the 
yield per dollar of sales might be large with 
a high price, the total volume of sales would 
be limited. 

Costs Cannot Be Disregarded 

Volume of sales is an important factor in 
costs, and even the monopolistic producer 
cannot disregard costs. The Dairymen's 
League of New York State, for example, is 
an organization which undoubtedly controls 
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the milk situation within the state and may 
have the power to raise the price, but the 
League has nevertheless frequently found it 
advantageous to lower the price. Between 
November, 1920, and June, 1921, for ex- 
ample, it voluntarily lowered the price from 
$3.65 to $1.70 per hundred pounds. The 
organization was not forced to do this by the 
competition of milk from the outside; it put 
down the price in order to create a larger 
demand for milk and thus increase its sales. 
In setting its price, the monopoly often 
has to consider the dangers from potential 
competition and from government regula- 
tion. The history of trusts and combina- 
tions shows that monopolistic control has 
been broken time and again by the develop- 
ment of competition in the industry. Some- 
times it was because various producers 
failed to keep the agreement to limit out- 
put or to maintain prices; at other times it 
was because the larger profits induced out- 
siders to enter the industry. At still other 
times, public opinion has been aroused by 
exorbitant or discriminatory prices, and 
legislation or regulation has followed. 

Monopoly Prices May Be Too Low 

The prices charged by monopolies, instead 
of always being too high, are in some local- 
ities and at some times too low. The ten- 
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dencies of monopolies to practice cut-throat 
competition and local price-cutting, is a mat- 
ter which concerns the independent produc- 
ers more directly and immediately than it 
does consumers. In the long run, however, 
even the consumers do not stand to gain by 
prices which are below cost of production. 
Prices which disregard costs and are low 
enough to drive out competitors are merely 
a prelude of monopolistic control. Power to 
discriminate between localities or between 
purchasers, which is impossible in competi- 
tive markets, is one of the most objection- 
able features of a monopolistic control of 
prices. 



V 
Government Control Over Rates 

As we noted in the study-unit on "Rail 
road Regulation," it was largely the popu*' 
lar feeling against unjust discrimination 
between rival shippers which led to the 
passage of the Interstate Commerce Act. 
There was then no widespread demand for 
a general reduction in railroad rates but an 
insistence upon publicity and regulation as a 
means of preventing discriminatory prac- 
tices. Wherever shippers had no alterna* 
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tive freight route for their goods the rail- 
road became a natural monopoly. It was 
a matter of public policy, therefore, to exer- 
cise some supervision over the rates charged 
by railroads and other public utilities. 

Such rates, of course, are one form of 
prices, and the principles which are appli- 
cable to their determination are applicable 
also in other cases where public supervision 
of prices is established. There has been, in 
fact, more experience with government regu- 
lation of rates than with government regula- 
tion of other prices. 

Nature of the Problem 

In the development of public regulations 
the decisions of the Supreme Court have 
recognized numerous standards which may 
be applied in determining the reasonableness 
of rates. While such decisions do not settle 
matters of detail nor furnish a measuring 
rod for ascertaining values under all condi- 
tions, they are significant as indicating the 
attitude of the Court. The Nebraska Maxi- 
mum Rate Decisions of 1898, pointed to the 
various economic bases of "fair value." ^ 

"The corporation may not be required to use 
its property for the benefit of the public with- 

1 Smyth V. Ames, 169, U. S., 466, as quoted in Ripley 
Railroads, Finance, and Organization^" published by 
Longmans, Green and Co. 
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out receiving just compensation for the services 
rendered hy it. How such compensation may 
be ascertained, and what are the necessary ele- 
ments in such inquiry, will always be an em- 
barrassing question. . . . We hold, however, 
that the basis of all calculations as to the reason- 
ableness of rates • • . must be the fair value of 
the property being used by it for the convenience 
of tSie public. And in order to ascertain that 
value, the original cost of construction, the 
amount expended in permanent improvements, 
the amount and market value of its bonds and 
stock, the present as compared with the original 
cost of construction, the probable earning capac- 
ity of the property under particular rates pre- 
scribed by statute, and the sum required to meet 
operating expenses, are all matters for consid- 
eration, and are to be given such weight as may 
be just and right in each case. 

"We do not say that there may not be other 
matters to be regarded in estimating the value 
of the property. What the company is entitled 
to ask is a fair return upon the value of that 
which it employs for the public convenience. 
On the other hand, what the public is entitled 
to demand is that no more be exacted from it 
for the use of a public highway than the services 
rendered by it are reasonably worth." 

The statement that rates, in order to be 
just and reasonable, must be fair to the pub- 
lic and must afford a reasonable return to 
the owners upon a fair value of the prop- 
erty used in the public ser^ace, is sound in 
principle but difficult to apply in practice. 
Immediately, a host of questions arises. 
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What Is meant by the "value" of the prop- 
erty? Upon what basis of measurement 
shall the valuation be made? What is a 
reasonable rate of return? These questions 
cannot here be discussed in detail but it is 
imp^tant to recognize that they inevitably 
arise whenever regulation is undertaken. 

A Final Principle Lacking 

Each of these questions has been the sub- 
ject of innumerable decisions by commis- 
sions and courts and yet no definite and 
final principle has emerged which can be 
applied to all cases. In a field where there 
are so many matters to be considered, the 
courts have consistently refused to commit 
themselves to a single set of considerations. 
The function of the court is to see to it that 
rates are not established which would result 
in confiscating the property of the investors 
in public utilities, or which would have the 
effect of discouraging further investment in 
them. The method of ascertaining the ex- 
act rate which will be fair to the public and 
to the owner is conditioned by the circum- 
stances of each case and cannot be summed 
up in a single logical statement. 

A Basic Method of Analysis 

In view of these considerations, econo- 
mists have never presumed to say the final 
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word on the fixing of rates. Considerations 
of equity and of public policy must be com- 
bined with those of economics in order to 
settle such questions. Economic analysis 
helps suggest the basic lines along which in- 
vestigation of the facts must proceed. 

Three Sets of Facts 

The principles of price determination in 
open and competitive markets suggest that 
three sets of facts should always be known 
in connection with every attempt to fix 
rates by public authority. In the first place, 
the amount of capital that has actually been 
invested should be ascertained. Actual in- 
vestment as a basis for a fair return has a 
certain presumption in its favor, because 
such a basis is commonly assumed in com- 
petitive industries by those who invest in 
them. But of course a given company may 
have shown unusual efficiency in the con- 
struction and management of its business, or 
it may, on the other hand, have exhibited 
very bad judgment. Thus even in competitive 
lines the prevailing market price causes 
some concerns to lose money while others 
make very substantial profits. The test of 
actual cost, therefore, is not a conclusive 
one, but it is nevertheless very helpful. 

In the second place, regard must be had, 
according to well recognized economic prin- 
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ciples, for the cost of reproducing an enter- 
prise, as distinct from the cost of producing 
it. It sometimes happens, for instance, that 
a railroad company has had very low costs 
of construction by reason of its having been 
built when costs of construction were lower 
than more recent price levels make possible. 
Should the capital cost in such cases be that 
which was actually incurred or that which 
would now need to be incurred by a possible 
competitor? Of course, in most cases, the 
possibility of any actual competitor coming 
into the field is negligible, but this very fact 
makes it necessary for public authority to 
assume the existence of a hypothetical or 
imaginary competitor, as nearly as possible 
like an actual one, and to consider the effect 
of this imaginary competition upon the busi- 
ness of the regulated concern. 

Now it so happens that the prices of arti- 
cles in competitive fields do not correspond 
even in the long run to what it has actually 
cost to produce them in the past, but rather 
to what it costs to produce them at present. 
For example, a rise in the cost of construct- 
ing and equipping automobile factories may 
so handicap new competitors as to prevent 
them from supplying their quota of the pub- 
lic demand except at prices higher than the 
costs of the older concerns. The marginal 
cost, in other words, which economists con- 
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sider so decisive, is comparatively high in 
such instances. The older concern, there- 
fore, enjoys a surplus under competitive 
conditions, due to the low level of its con- 
struction costs, and public regulation, which 
is designed to fit upon monopolies the condi- 
tions which naturally prevail in competitive 
lines, must take this consideration into ac- 
count. The cost of reproduction, or the cost 
of duplication, therefore, is an important 
thing for public authorities to know. It is 
a distinctly relevant iteni. Nevertheless, it 
is not of itself conclusive, for those reasons 
of public policy to which allusion has already 
been made. 

Requirements for Obtaining Capital 

Finally, it must be recognized that such 
concerns as railroads and gas companies, 
whose rates are subject to public regulation, 
are not free from competition in the market 
in which they obtain fresh capital. The price 
which they must pay for the use of such capi- 
tal is something over which they have no 
control. All sorts of borrowers are compet- 
ing against them in the same capital market. 
Consequently it must always be determined, 
as a matter of actual fact, what rate of inter- 
est or dividends must be promised in order 
to obtain the necessary capital. This item 
must then be taken into proper account by 
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the public authorities in the fixing of the 
prices which the concerns in question are 
permitted to charge to consumers. 

We cannot here consider fully the condi- 
tions under which the economic principles 
alluded to are applicable, or the limitations 
within which they can be applied. They 
have, however, been well worth presenting 
because a recognition of their significance 
affords to those interested in the public 
regulation of rates and prices the only solid 
starting point for a consideration of these 
questions. 



VI 

Summary and Conclusion 

Our discussion of the principles according 
to which prices are determined has been in- 
tended to serve three principal purposes. 
These are, first, to throw light upon the 
causes which have been at work in move- 
ments of prices that have already occurred; 
second, to suggest the method of analyzing 
the market situation with a view to forecast- 
ing future movements of prices; and third, 
to suggest the considerations which are fun- 
damental to determining what constitutes a 
fair price. 
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The general result of the discussion may 
be briefly summed up in the following propo- 
sitions. The economic function of price 
changes is to accomplish adjustment between 
the quantity of a commodity which is sup- 
plied, that is, produced, on the one hand, and 
the quantity which is demanded, that is, con- 
sumed, on the other. Parties on each side 
of the market are ordinarily in competition 
among themselves; the competition of sellers 
tends to keep prices down, that of buyers 
tends to keep prices up. In well-organized 
markets a single price tends to prevail which, 
under the circumstances existing at the time, 
will equate the quantity demanded to the 
quantity supplied. 

The Deeper Considerations 

Over long periods, however, more funda- 
mental forces are at work, such as those 
which govern the course of production and 
the direction of consumption. When these 
deep-lying forces are considered, we find that 
the crucial consideration is one concerning 
the cost of production, and that this cost, 
although measured in money, really repre- 
sents real costs in the nature of sacrifices un- 
dergone by producers, together with the raw 
materials used up in the process of produc- 
tion. Costs to the marginal producer are of 
decisive importance and their import differs 
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according to whether these costs during any 
period of time are rising, falling, or remain- 
ing constant. 

The adjustment of the rate of produc- 
tion to the rate of consumption is so funda- 
mental a matter, and this adjustment hinges 
so closely upon prevailing prices, that no 
amount of mere "skill in bargaining," under 
competitive conditions, can long prevent the 
price of anything from seeking its natural 
level or the level necessary to accomplish the 
adjustment referred to. The existence of 
monopoly, however, can change the situation 
and so can the regulation of prices (including 
rates) by agencies of the government. Even 
in such cases, however, the principles which 
work themselves out under competitive con- 
ditions are of paramount importance. 

What is a Fair Price? 

A fair price for anjrthing may therefore be 
said to be such a price as is naturally estab- 
lished by the free workings of competition in 
markets in which all parties are alert, capa- 
ble, and well-informed. In such markets the 
price tends to be one which will accomplish 
the necessary adjustment, not only between 
the supply and demand at the moment, but 
between the rate of production and the rate 
of consumption, season by season, and year 
by year. Wherever these results are not 
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accomplished, the price is not a "fair" one, 
and there is good reason for action either on 
the part of private enterprise or the govern- 
ment to help accomplish the desired results. 
Thus a fair price is seen to be one which 
depends to but very slight degree upon the 
ethical opinions of different people, or upon 
the sentiments concerning what constitutes 
"right" and "wrong." A fair price must 
conform to the essential requirements of the 
economic situation, must bring supply into 
equilibrium with demand, and must secure so 
far as possible the regular and continuous 
production of those commodities and serv- 
ices which consumers want. 

The Market a Social Institution 

The consumer, in final analysis, gives in- 
dustry its orders, as we noted in the study- 
unit which deals with the organizing func- 
tions of prices, and the market, with all its 
machinery for determining prices, is the 
agency by which the consumers' wants are 
made effective. The market is consequently 
to be considered as a social institution, like 
the government itself, and the fact that this 
institution has grown up through many gen- 
erations of human experience throws doubt 
on all attempts to interfere arbitrarily with 
the results which the market brings about. 

Of course, the workings of the price- 
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making machinery depend upon the use of 
money. They also involve the employment 
of credit. Both of these conditions must 
therefore be understood before the full sig- 
nificance of prices can be appreciated. When 
we come to discuss these matters, both with 
reference to our own country and with ref- 
erence to the organization of international 
trade, as we shall do in the study-units to 
follow, we shall be merely continuing the 
story that was begun when we began the study 
of production, and which was brought to its 
present stage when we entered on the dis- 
cussion of the organization of exchange. 
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